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Chapter  6 

Small  Business  Deduction 


1.  Introduction 

INTERPRETATION  BULLETIN  IT-73R5,  “The  Small  Business  Deduction”  (February  5, 
1997). 

Summary 

This  bulletin  deals  with  the  rules  concerning  the  small  business  deduction  that  may  be 
claimed  by  a  Canadian-controlled  private  corporation  (CCPC)  in  respect  of  its  income  from 
carrying  on  an  active  business  in  Canada.  Active  business  carried  on  by  a  CCPC  in  Canada  does 
not  include  a  “specified  investment  business”  or  a  “personal  services  business.”  These  two  types 
of  businesses  are  defined  and  discussed  in  this  bulletin.  In  addition,  details  of  the  components  of 
the  calculation  of  the  small  business  deduction  are  provided. 

Section  125  of  the  Income  Tax  Act  provides  for  a  corporate  tax  reduction  (commonly 
referred  to  as  “the  small  business  deduction”)  in  respect  of  income  of  a  CCPC  from  an  active 
business  carried  on  by  it  in  Canada.  The  small  business  deduction  is  provided  by  way  of  an 
annual  tax  credit  which  is  calculated  as  16  percent  of  the  least  of  the  corporation’s: 

(a)  active  business  income  for  the  year; 

(b)  taxable  income  for  the  year  (subject  to  certain  adjustments);  and 

(c)  business  limit  for  the  year  (which  is  generally  $200,000). 

The  corporation  must  be  a  CCPC  throughout  the  year  to  qualify  for  the  small  business 
deduction  for  that  year. 

The  special  low  rate  of  tax  provided  by  the  small  business  deduction  recognizes  the 
special  financing  difficulties  and  higher  cost  of  capital  faced  by  small  businesses  and  is  intended 
to  provide  these  corporations  with  more  after-tax  income  for  reinvestment  and  expansion.  As  the 
small  business  deduction  is  intended  to  benefit  only  small  corporations,  a  large  corporation’s 
access  to  the  deduction  is  restricted  on  the  basis  of  its  taxable  capital  employed  in  Canada. 

*  *  * 
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CANADA  TAX  SERVICE,  “Small  Business  Deduction” 

(Section  125) 


Historical  Note 

The  concept  of  a  dual  rate  of  corporate  tax  was  first  introduced  in  1949.  At  that  time  the 
rate  of  corporate  tax,  applicable  to  all  companies,  was  10  per  cent  on  the  first  $10,000  of  taxable 
income  and  33  per  cent  on  the  balance.  The  low  rate  benefit  was  altered  over  the  years  until  1961 
when  the  low  rate,  including  the  3  per  cent  old  age  security  tax,  became  21  per  cent  on  the  first 
$35,000  of  taxable  income,  with  taxable  income  in  excess  of  $35,000  being  taxed  at  50  per  cent. 
These  rates  remained  unchanged  from  1961  to  1971  except  for  the  imposition  of  a  temporary 
surtax  in  the  period  from  January  1,  1968  to  June  30,  1971. 

In  years  prior  to  1972,  the  low  rate  of  tax  was  available  to  all  corporations  regardless  of 
ownership  or  type  of  income.  The  low  rate  had  to  be  shared  among  a  group  of  corporations 
which  were  “associated”  for  tax  purposes.  This  sharing  was  effected  by  election  as  among  the 
associated  corporations,  or,  failing  such  election,  the  Minister  was  empowered  to  make  the 
apportionment. 

The  White  Paper  on  Tax  Reform  issued  by  the  federal  government  in  November  1969 
recommended  that  the  dual  rate  concept  be  abolished  in  order  to  equalize  the  tax  positions  of 
persons  who  were  in  a  position  to  incorporate,  and  who  could  therefore  take  advantage  of  the 
low  rate  of  tax,  and  those  of  other  small  businessmen,  employees  and  other  taxpayers  who  could 
not  incorporate  and  effect  the  same  reductions  in  their  income  tax  liabilities. 

This  proposal  met  with  strong  public  resistance.  In  response,  the  Minister  of  Finance  in 
his  budget  address  introducing  the  tax  reform  bill,  stated: 

This  government  supports  the  view  that  entrepreneurial  initiative  should  be  encouraged  through  the  tax 

system.  The  Canadian  economy  depends  upon  the  creative  business  activity  of  small,  growing  businesses. 

While  suggesting  that  an  attempt  had  been  made  to  provide  some  relief  to  unincorporated 
businesses,  he  went  on  to  say 

.  .  .  we  reluctantly  decided  to  restrict  the  small  business  incentive  to  incorporated  business. 

{Hansard,  June  18,  1971,  p  6897) 

The  small  business  incentive  under  the  1972  Act  first  took  the  form  of  a  low  corporate 
rate  for  “Canadian-controlled  private  corporations”  of  effectively  25  per  cent  on  the  first  $50,000 
of  its  active  business  income  (“business  limit”)  until  it  had  accumulated  $400,000  of  such 
income  (“total  business  limit”).  There  were  also  important  other  restrictions  which  changed  the 
character  of  this  incentive  from  that  under  the  pre-1972  Act.  The  annual  business  limit  was 
increased  to  $100,000  in  1974,  $150,000  in  1976  and  $200,000  in  1982.  At  the  same  time,  the 
total  business  limit  was  increased  to  $500,000  in  1974,  $750,000  in  1976  and  $1,000,000  in 
1982.  In  1982,  a  special  corporate  distributions  tax  was  introduced  to  counter  “over-integration” 
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of  corporate  and  shareholder  tax  resulting  from  the  25  per  cent  corporate  rate  on  active  business 
income  and  the  dividend  tax  credit. 

While  the  concept  of  the  new  incentive  for  small  businesses  was  attractive,  the  new 
system  was  beset  with  problems  for  both  taxpayer  and  tax  collector  almost  from  the  beginning. 
The  distinction  between  active  businesses  and  non-active  businesses,  the  treatment  of 
investment-type  income  related  to  the  conduct  of  an  active  business,  the  maintenance  of  accounts 
for  determining  the  total  business  limits,  and  the  distortions  in  the  working  of  the  dividend  credit 
system,  as  well  as  numerous  provisions  designed  to  counter  avoidance  of  tax,  all  led  to 
extraordinarily  complex  rules. 

In  1979  special  rules  were  introduced  for  personal  service,  management  and  certain 
professional  practice  corporations  so  that  they  would  in  effect  pay  corporate  taxes  of  33  V3  per 
cent.  In  theory,  this  meant  that  on  payment  of  a  dividend  to  an  individual  shareholder  the 
dividend  tax  credit  would  be  approximately  equal  to  the  tax  paid  by  the  corporation. 

In  response  to  the  mounting  criticism  of  the  complexities  in  the  rules  pertaining  to  the 
taxation  of  small  and  medium  size  businesses,  on  February  15,  1984  the  then  Minister  of  Finance 
in  his  Budget  address  tabled  a  discussion  paper  for  simplification  of  this  area  of  the  law.  The 
draft  legislation  proposed,  inter  alia,  the  elimination  of  the  $1,000,000  cumulative  deduction 
account  as  well  as  the  distinction  between  active  business  income  and  non-qualifying  business 
income.  A  simplified  section  125  was  subsequently  enacted  applicable  to  the  1985  and 
subsequent  taxation  years. 

Amendments  in  1986  (some  of  which  were  later  superseded  or  repealed)  reduced  the 
deduction  in  keeping  with  the  general  corporate  tax  reduction  as  proposed  in  the  budget  of 
February  26,  1986. 

The  1987  White  Paper  on  Tax  Reform  proposed  a  further  reduction  in  the  small  business 
deduction  in  keeping  with  the  proposed  general  corporate  tax  rate  reductions  under  section  123. 
As  a  result,  the  effective  federal  tax  rate  (after  provincial  abatement)  for  income  eligible  for  the 
small  business  deduction  became  12  per  cent  as  of  July  1,  1988. 


2.  Corporate  Status 


(1)  Corporate  Control 

INTERPRETATION  BULLETIN  IT-64R3,  “Corporations:  Association  and  Control  — 
After  1988”  (March  9,  1992). 

13.  ...  The  word  “control”  is  not  defined  in  the  Act.  In  MNR  v  Dworkin  Furs 

(Pembroke)  Ltd,  67  DTC  5035,  [1967]  C.T.C.  50,  the  Supreme  Court  of  Canada  adopted  the 
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any  other  CCPC.  The  corporation’s  taxable  capital  employed  in  Canada  is  $12,000,000  and  its 
Part  1.3  tax  liability  for  1995  is  $4,000. 

Step  1 


Application  of  paragraph  125(5)(b):  The  proration  of  XYZ  Co.’s  business  limit,  based  on 
its  short  taxation  year  ended  December  31,  1996,  is  calculated  as  follows: 

$125,000  X  130/365  =  $  44,520 


Step  2 


Application  of  subsection  125(5.1):  The  reduction  of  XYZ  Co.’s  business  limit  for  1996 
is  calculated  as  follows: 


$44,520  X  $4,000/$  1 1,250  =  $15,829 
XYZ  Co.’s  1996  business  limit  is  therefore  $28,691  ($44,520  -  $15,829). 


(2)  Associated  Corporations 

[begin  with  general  description  of  rules  in  256(1)] 


(a)  Introduction 

INTERPRETATION  BULLETIN  IT-64R,  “Corporations:  Association  and  Control  — 
After  1988”  (March  9, 1992). 

Summary 

This  bulletin  discusses  some  of  the  circumstances  and  elements  of  corporate  control 
which  will  cause  corporations  to  be  associated  with  each  other.  It  also  explains  the  rules  which  a 
group  of  associated  corporations  must  follow  in  order  to  gain  access  to  the  small  business 
deduction.  These  rules  are  designed  to  prevent  a  group  of  corporations  with  substantially 
common  ownership  from  gaining  multiple  access  to  the  small  business  deduction.  If  two  or  more 
Canadian-controlled  private  corporations  are  associated  with  one  another  in  a  taxation  year,  the 
small  business  deduction  must  be  shared,  by  allocating  the  annual  business  limit  of  $200,000. 
Corporations  may  file  an  agreement  annually  making  this  allocation. 

*  *  * 
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Discussion  and  Interpretation 


Introduction 

2.  Section  256  contains  all  the  rules  that  are  relevant  in  determining  whether 
corporations  are  associated.  Subsections  256(1)  and  (2)  provide  the  general  rules.  Subsections 
256(1.1)  to  (1.6)  define  and  clarify  various  terms  as  they  are  used  in  certain  provisions  of  section 
256.  These  rules  are  discussed  further  under  the  heading  “Special  Rules  —  Control  and 
Ownership  of  Shares”  (see  24  to  34  below).  Subsections  256(3),  (4),  (5)  and  (6)  provide 
exceptions  in  certain  circumstances  where  the  applieation  of  the  general  rules  would  be 
inappropriate.  These  exceptions  are  discussed  further  under  the  heading  “Exceptions  to  General 
Rules”  (see  9  to  12  below). 


*  *  ♦ 


General  Considerations 

7.  If  two  corporations  have  taxation  years  ending  at  different  times  in  the  calendar  year, 
such  corporations  are  not  associated  for  a  particular  taxation  year  unless,  on  some  day  which  is 
within  the  taxation  years  of  both  of  them,  they  are  associated.  For  example,  assume  that 
Corporation  A  and  Corporation  B  have  year-ends  of  March  31  and  September  30  respectively.  If, 
on  July  31,  1990,  Corporation  A  acquires  all  the  issued  common  shares  of  Corporation  B,  the 
two  corporations  would  not  be  associated  as  far  as  their  1990  taxation  years  are  concerned.  This 
is  the  case  because  the  date  when  they  first  became  associated,  although  within  the  1 990  taxation 
year  of  Corporation  B  (assuming  it  retains  its  September  30  year-end  after  the  acquisition  of 
control),  is  not  within  the  1990  taxation  year  of  Corporation  A.  If,  however,  the  date  when 
Corporation  A  acquired  the  shares  of  Corporation  B  was  February  28,  1990,  the  two  corporations 
would  be  associated  for  their  1 990  taxation  years  since  that  date  is  within  the  1 990  taxation  year 
of  each  of  them. 


*  *  * 


Exceptions  to  General  Rules 

9.  Subsection  256(3)  provides  an  exception,  in  particular  circumstances,  to  the  general 
rules  that  two  corporations  will  be  associated  when  one  controls  the  other  or  when  they  are 
controlled  by  the  same  person.  The  exception  will  apply  when  control,  directly  or  indirectly  in 
any  manner  whatever,  exists  for  the  sole  purpose  of  safeguarding  the  rights  or  interests  of  the 
controller  in  respect  of: 

(a)  any  indebtedness  owing  to  it,  or 

(b)  the  redemption  of  shares  owned  by  it  in  the  controlled  corporation. 

There  must  also  be  an  enforceable  agreement  in  place  providing  that  control  will  pass, 
upon  the  occurrence  of  an  event  that  is  likely  to  occur,  to  a  person  or  group  with  whom  the 
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controller  was  dealing  at  arm’s  length.  An  example  might  be  a  manufacturing  corporation  that 
has  financed  a  dealer  corporation  and  has  retained  control,  directly  or  indirectly  in  any  manner 
whatever,  of  that  dealer  corporation,  until  the  manufacturing  corporation  has  recovered  its 
advances.  Another  example  might  be  where  a  corporation  lends  money  to  another  corporation  or 
to  a  chief  shareholder  thereof  and  holds  control,  directly  or  indirectly  in  any  manner  whatever,  of 
the  corporation  as  security. 

10.  Subsection  256(4)  ensures  that  when  two  or  more  corporations,  not  previously 
associated,  have  come  under  the  control  of  the  same  trustee  or  executor  (either  a  corporation  or 
an  individual)  through  the  deaths  of  their  respective  controlling  shareholders,  the  corporations 
will  not,  for  that  reason  alone,  become  associated.  This  relieving  provision  does  not  apply  if  the 
trustee  or  executor  acquired  control  of  the  corporations  as  a  result  of  one  or  more  trusts  or  estates 
created  by  the  same  individual  or  two  or  more  individuals  not  dealing  with  each  other  at  arm’s 
length. 


11.  Subsection  256(5)  provides  that,  if  one  corporation  acting  as  a  trustee  controls 
another  corporation  through  a  trust,  the  two  corporations  are  deemed  not  to  be  associated.  This 
does  not  apply  if  a  settlor  of  the  trust  controls  or  is  a  member  of  a  related  group  that  controls  the 
corporation  that  is  the  trustee. 

12.  As  is  the  case  with  subsection  256(3)  (see  9  above),  subsection  256(6)  deals  with 
lender/borrower  or  redeemable  share  arrangements.  The  rules  in  subsection  256(6)  are  similar  to 
the  rules  in  subsection  256(3),  except  that  the  controlled  corporation  is  deemed  not  to  be 
controlled  (directly  or  indirectly  in  any  manner  whatever)  by  the  controller  rather  than  not  being 
associated  with  the  controller  (as  is  the  case  in  subsection  256(3)).  Subsection  256(6)  would 
apply,  for  example,  where  a  manufacturing  corporation  which  is  a  Canadian-controlled  private 
corporation  establishes  dealerships  which  are  operated  by  other  Canadian-controlled  private 
corporations.  Such  arrangements  usually  provide  that  the  operator  or  dealer  will  acquire  active 
control  of  the  corporation  when  certain  financial  obligations  to  the  manufacturer  are  met.  In 
these  circumstances,  this  subsection  deems  the  borrower  not  to  be  controlled  by  the  lender  which 
results  in  the  corporations  not  being  associated  by  reason  of  the  arrangement. 

*  *  * 

Special  Rules  —  Control  and  Ownership  of  Shares 

24.  For  the  purposes  of  the  association  rules  in  subsections  256(1)  to  (5),  a  person  or 
group  of  persons  is  deemed  to  have  de  jure  control  over  a  corporation  by  paragraph  256(1. 2)(c) 
where  the  person  or  group 

(a)  owns  shares  representing  more  than  50  per  cent  of  the  fair  market  value  of  all  the 
issued  and  outstanding  shares  of  the  capital  stock  of  a  corporation,  or 

(b)  owns  common  shares  representing  more  than  50  per  cent  of  the  fair  market  value  of 
all  the  issued  and  outstanding  common  shares  of  the  capital  stock  of  the  corporation. 
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For  purposes  of  making  this  valuation,  paragraph  256(1. 2)(g)  provides  that  voting  rights  shall  be 
ignored. 


*  *  * 

25.  Paragraphs  256(1. 2)(d),  (e),  and  (f)  provide  rules  that  apply  to  “look-through” 
corporations,  partnerships  and  trusts.  The  rules  deem  shares  owned  by  a  corporation,  partnership 
or  trust  to  be  owned  respectively  by  the  shareholders,  partners  and  beneficiaries,  as  the  case  may 
be.  See  26,  27  and  28  below. 

26.  Paragraph  256(1. 2)(d)  treats  a  shareholder  of  a  corporation  that  holds  shares  of 
another  corporation  as  owning  such  [percentage]  of  those  shares  as  is  proportionate  to  the  fair 
market  value  of  his  or  her  holdings  in  the  holding  corporation.  Consider  the  following  situation: 

Mr  A  Mrs  A 

I  I 

100%  I 

HOLDCO  75% 


25%  I 

(...  OPCO...) 

Paragraph  256(1. 2)(d)  will  look  through  Holdco  and  deem  Mr  A  to  own  25  per  cent  of  Opco, 
causing  Holdco  and  Opco  to  be  associated  under  paragraph  256(1  )(c).  Therefore,  the  use  of 
holding  companies  will  not  permit  the  disassociation  of  two  or  more  corporations  if  the 
corporations  would  otherwise  be  associated. 

27.  Paragraph  256(1. 2)(e)  provides  a  similar  look-through  rule  for  shares  of  a 
corporation  that  are  property  of  a  partnership.  It  treats  a  member  of  a  partnership  that  holds 
shares  of  a  corporation  as  owning  such  percentage  of  those  shares  as  is  proportionate  to  the 
member’s  income  interest  in  the  partnership.  For  example,  in  the  situation  where  a  partnership 
consisting  of  four  equal  members  owns  40  per  cent  of  the  shares  of  a  corporation,  each  member 
will  be  deemed  to  own  10  per  cent  of  the  shares  of  the  corporation  owned  by  the  partnership.  If 
both  the  income  and  loss  of  a  partnership  in  a  fiscal  period  are  nil,  so  that  a  member’s  income 
interest  cannot  be  determined,  paragraph  256(1. 2)(e)  provides  that  the  member’s  proportionate 
interest  is  to  be  determined  as  if  the  partnership  had  income  of  $1,000,000  in  that  period. 
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Example 


ABCD  Partnership 

Mr  A  I  Mr  E 

I  I  40%  1 

100%  45%  I  15% 


Corporation  A  Corporation  B 

Assuming  Mr  A,  B,  C  and  D  are  equal  partners  in  ABCD  Partnership,  each  will  be  deemed  by 
paragraph  256(1.  2)(e)  to  own  10  per  cent  of  the  shares  of  Corporation  B.  Therefore,  Corporation 
A  and  Corporation  B  will  be  associated  under  paragraph  256(1  )(b)  because  both  corporations  are 
controlled  by  Mr  A. 

28.  Paragraph  256(1. 2)(f)  provides  the  look-through  rules  for  shares  of  a  corporation  that 
are  held  by  a  trust.  It  treats  shares  of  a  corporation  held  by  a  trust  as  being  owned  by  its 
beneficiaries  and,  in  one  case,  by  the  person  from  whom  trust  property  was  received.  The 
percentage  of  shares  of  a  corporation  owned  by  a  trust  that  a  beneficiary  is  deemed  to  own 
depends  on  the  type  of  trust  and  whether  a  beneficiary’s  share  of  income  or  capital  is  subject  to 
any  discretionary  power.  The  general  rules  are  as  follows: 

(a)  Where  the  beneficiaries’  share  of  income  or  capital  of  a  trust  is  subject  to  any 
discretionary  power  (discretionary  trust),  such  beneficiaries  are  deemed  to  own  all  the 
shares  held  by  the  trust. 

(b)  Where  the  trust  is  not  a  discretionary  trust,  the  beneficiaries  are  deemed  to  own 
shares  in  proportion  to  the  fair  market  value  of  their  beneficial  interest  in  the  trust. 

(c)  An  exception  to  the  general  rules  in  (a)  and  (b)  above  is  where  the  trust  is  a 
testamentary  trust,  in  which  one  or  more  of  its  beneficiaries  are  entitled  to  receive  all 
the  income  of  the  trust  (income  beneficiaries)  before  the  death  of  one  or  all  of  them 
(distribution  date),  and  prior  to  that  date  no  other  person  (ie  capital  beneficiaries)  can 
receive  or  obtain  the  use  of  the  income  or  capital  of  the  trust.  In  these  cases,  shares 
held  by  the  trust  are  deemed  to  be  owned  only  by  the  income  beneficiaries  and  not  by 
the  capital  beneficiaries.  Whether  these  income  beneficiaries  are  deemed  to  own  all, 
or  a  portion,  of  the  shares  held  by  the  trust  will  depend  on  whether  ...  the  trust  is 
discretionary  or  non-discretionary  as  described  in  (a)  and  (b)  above. 

5|«  ♦  * 

29.  In  determining  the  fair  market  value  of  shares  in  26  and  28  above,  all  issued  and 
outstanding  shares  of  the  capital  stock  of  the  corporation  are  deemed  to  be  non-voting  by 
paragraph  256(1. 2)(g).  Also,  the  rules  in  paragraph  256(1.2)  cannot  be  avoided  by  using  a  chain 
of  corporations,  partnerships,  or  trusts.  Persons  having  an  interest  in  the  uppermost  entity  in  the 
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chain  will  be  deemed  to  own  their  proportionate  shares  of  corporate  shares  owned  by  the  entity 
at  the  bottom  of  the  chain. 

30.  Subsection  256(1.3)  provides  that  shares  of  a  corporation  owned  by  a  child,  who  is 
under  1 8  years  of  age,  shall  be  deemed  to  be  owned  by  a  parent  of  the  child  for  the  purposes  of 
determining  whether  the  corporation  is  associated  with  any  other  corporation  that  is  controlled, 
directly  or  indirectly  in  any  manner  whatever,  by  that  parent  or  a  group  that  includes  that  parent. 
An  exception  to  subsection  256(1.3)  is  provided  where  the  child  manages  the  business  and 
affairs  of  the  corporation  without  a  significant  degree  of  influence  by  the  parent. 

The  look-through  rules  in  paragraph  256(1. 2)(f)  are  applicable  for  purposes  of  ownership 
of  shares  under  subsection  256(1.3).  The  following  is  an  example:  Corporation  A  is  controlled 
by  Mr.  X  and  Corporation  B  is  controlled  by  an  inter  vivos  trust  for  the  benefit  of  his  two 
children  who  are  under  18  years  of  age.  The  children  are  income  and  capital  beneficiaries  of  the 
trust.  The  provisions  of  paragraph  256(1. 2)(f)  will  apply  to  deem  the  children  to  own  the  shares 
of  Corporation  B.  Since  the  provisions  of  paragraph  256(1. 2)(f)  are  applicable  for  the  purposes 
of  subsections  256(1)  to  (5),  subsection  256(1.3)  would  then  apply  to  deem  Mr.  X  to  own  those 
shares  deemed  to  be  owned  by  the  children  and  thus  Corporation  A  and  Corporation  B  would  be 
associated  under  paragraph  256(1  )(b)  because  they  are  controlled  by  the  same  person. 

3 1 .  The  owners  of  shares  of  a  corporation  are  considered  to  be  those  persons  who  are  the 
beneficial  owners  of  such  shares.  This  is  the  case  even  if  the  shares  are  registered  in  the 
corporation’s  share  register  in  the  name  of  another  person  or  persons  such  as  a  nominee  or  bare 
trustee. 


*  *  ♦ 


Options 

35.  Subsection  256(1.4)  provides  two  special  rules,  for  the  purposes  of  the  associated 
corporation  rules,  which  deem  a  person  or  a  partnership  in  which  the  person  has  an  interest 
(“partnership”),  to  own  shares  of  a  corporation  in  which  such  person  or  partnership  holds  certain 
options  or  rights. 

Paragraph  256(1. 4)(a)  provides  that  if  a  person  or  partnership  has  a  right,  at  any  time, 
under  contract,  in  equity  or  otherwise,  to  acquire  shares  in  a  corporation  or  to  control  the  voting 
rights  of  shares  in  a  corporation,  that  person  or  partnership  is  deemed  to  own  the  shares  of  the 
corporation  and  the  shares  will  be  deemed  to  be  issued  and  outstanding. 

Paragraph  256(1. 4)(b)  provides  that  if  a  person  or  partnership  has  a  right  to  cause  a 
corporation  to  redeem,  acquire  or  cancel  shares  of  its  capital  stock  owned  by  other  shareholders, 
that  person  or  partnership  is  deemed  to  have  the  same  position  in  relation  to  control  of  the 
corporation  and  ownership  of  shares  of  its  capital  stock  as  if  the  shares  were  redeemed,  acquired, 
or  cancelled  by  the  corporation. 
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The  rules  in  subsection  256(1.4)  will  not  apply  if  one  or  more  of  the  rights  described 
therein  are  not  exercisable  until  the  death,  bankruptcy  or  permanent  disability  of  an  individual. 
Thus  subsection  256(1.4)  does  not  apply  if  a  person  has  a  right,  for  example,  to  acquire  shares 
under  a  survivorship  agreement. 

36.  If  bonds,  debentures  or  preferred  stock  of  a  corporation  are  convertible  into  voting 
shares,  subsection  256(1.4)  may  apply  because  of  the  “right”  of  the  owners  of  those  securities  to 
make  the  conversion.  However,  whether  it  will  be  applied  can  depend  upon  their  distribution. 
Thus,  if  such  securities  have  been  issued  to  the  general  public  and  have  wide  distribution,  they 
may  usually  be  ignored.  However,  if  large  numbers  of  them  are  concentrated  in  the  hands  of, 
say,  four  or  five  persons,  the  situation  will  be  examined  because  they  may  be  used  as  a  device  so 
that  the  real  control  of  the  corporation  will  not  be  apparent  simply  from  examination  of  the 
shareholdings.  A  similar  situation  can  exist,  also,  when  a  person  has  a  right  in  some  other  form 
to  subscribe  for  voting  shares. 

37.  Although  the  wording  in  subsection  256(1.4)  may  be  broad  enough  to  include  almost 
any  “buy-sell”  agreement,  this  subsection  will  not  be  applied  unless  both  (or  all)  parties  clearly 
have  either  a  right  or  an  obligation  to  buy  or  sell,  as  the  case  may  be.  Shareholder  agreements 
containing  what  is  commonly  referred  to  as  “the  right  of  first  refusal”  are  considered  not  to 
confer  a  right  to  acquire  a  share  but  rather  an  option  to  acquire,  in  certain  future  circumstances,  a 
right  to  acquire  a  share.  Therefore,  subsection  256(1.4)  does  not  apply  in  the  case  of  “the  right  of 
first  refusal”.  Furthermore,  subsection  256(1.4)  does  not  normally  apply  to  what  is  commonly 
called  a  “shotgun  arrangement”  in  which  a  shareholder  offers  to  purchase  the  shares  of  another 
shareholder  who  must  either  accept  the  offer  or  purchase  the  shares  owned  by  the  offering  party. 

38.  If  subsection  256(1.4)  does  apply,  it  is  possible  for  each  of  two  separate  and 
unrelated  persons  to  be  regarded,  for  the  purposes  of  the  Act,  as  having  control  of  the  same 
corporation  at  the  same  time,  one  actually  having  control  and  the  other  being  deemed,  by 
subsection  256(1.4),  to  have  it.  This  provision  prevents  a  person  who  really  controls  a 
corporation  from  giving  the  appearance  of  divesting  control  by  “selling”  the  controlling  shares  to 
some  other  person  while  retaining  an  option  to  repurchase  them. 

39.  Subsection  256(1.4)  does  not  deny  that  actual  control  is  held  by  the  person  who 
holds  it.  If  it  did  so,  it  would  be  possible  for  the  person  who  controls  a  corporation  to  give  the 
appearance  of  divesting  itself  of  control  by  giving  an  option  that  will  never  be  exercised  to  some 
other  person. 

40.  As  an  example  of  the  application  of  subsection  256(1.4),  assume  that  Mr.  S  has 
actual  control  of  Corporations  A  and  X  and  Mr.  J,  who  controls  Corporation  Y,  has  an  option  to 
purchase  from  Mr.  S,  during  his  lifetime  or  from  his  estate,  the  controlling  shares  in  Corporation 
A.  In  these  circumstances,  subsection  256(1.4)  deems  Mr.  J  to  have  control  of  Corporation  A  but 
does  not  deny  Mr.  S  the  actual  control  of  it.  It  follows,  therefore,  that  not  only  are  Corporations 
A  and  X  and  Corporations  A  and  Y  incapable  of  dealing  with  each  other  at  arm’s  length  but  so, 
too,  are  Corporations  X  and  Y,  by  reason  of  subsection  25 1  (3),  and  that  all  three  corporations  are 
associated  under  the  provisions  of  section  256.  If,  however,  Mr.  J’s  option  had  been  exercisable 
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only  after  Mr.  S’s  death,  bankruptcy,  or  permanent  disability,  Mr.  J  would  not  be  deemed  to  have 
control  of  Corporation  A,  because  of  the  exceptions  in  subsection  256(1.4). 


(b)  Control  by  Other  Corporation 

DONALD  APPLICATORS  LTD.  v.  MINISTER  OF  NATIONAL  REVENUE, 

[1969]  C.T.C.  98,  69  D.T.C.  5122  (Exch.  Ct.),  affd  [1971]  C.T.C.  402  ,  71  D.T.C.  5202 
(S.C.C.). 

Thurlow,  J.: 

The  issue  in  each  of  these  appeals,  which  are  from  re-assessments  of  income  tax,  in  some 
cases  for  the  years  1961  and  1962  and  in  others  for  the  year  1962  alone,  is  whether  in  these  years 
the  ten  appellant  companies  were  “associated”  with  each  other  within  the  meaning  of  Section  39 
of  the  Income  Tax  Act  and  thus  liable  to  tax  at  the  higher  rate  prescribed  by  that  section  rather 
than  at  the  lower  rate  which  would  otherwise  be  applicable.  The  basis  relied  on  for  treating  the 
appellant  companies  as  “associated”  was  that  each  of  them  was  controlled  at  the  relevant  times 
by  another  corporation,  viz.  Saje  Management  Limited,  later  renamed  MacLab  Enterprises 
Limited,  and  was  thus  associated  with  that  corporation,  from  which  it  followed  from  the 
statutory  provisions  that  all  eleven  corporations  were  associated  with  each  other. 

All  ten  appellant  companies  were  incorporated  in  1961  under  The  Companies  Act,  R.S.A. 
1955,  c.  53,  of  the  Province  of  Alberta.  While  their  objects,  as  expressed  in  their  memoranda  of 
association,  differed  somewhat  fi'om  company  to  company  all  had  objects  concerned  with  some 
phase  of  the  construction  or  construction  supply  business.  In  other  relevant  respects  the 
memoranda  and  articles  of  association  of  the  appellant  companies  can  be  treated  as  alike.  Each 
had  two  classes  of  common  shares,  consisting  of  200  Class  A  shares,  each  of  the  par  value  of 
$1.00,  which  carried  the  right  to  vote  on  any  question  and  the  exclusive  right  to  vote  on  the 
election  of  directors,  a  right  which  could  not  be  altered  without  the  unanimous  consent  of  the 
Class  A  shareholders,  and  19,800  Class  B  no  par  value  shares  which  carried  the  right  to  vote  on 
all  questions  except  the  election  of  directors.  In  each  case  the  memorandum  of  association 
further  provided  that  no  share  or  shares  might  be  transferred  without  the  consent  of  the  directors 
and  that  the  net  yearly  profits  of  the  company  should  in  each  year  be  divided  among  the 
shareholders  in  dividends  payable  in  cash.  Each  company  adopted  Table  A  of  the  First  Schedule 
to  The  Companies  Act  as  its  articles  of  association  with  certain  amendments  among  which  was 
one  providing  that  no  share  should  be  issued  to  any  person  without  the  unanimous  consent  of  the 
existing  shareholders  of  the  company. 

In  each  company  during  the  relevant  period  two  Class  A  shares  had  been  issued  and  were 
held  by  two  unrelated  persons  resident  in  Nassau  in  the  Bahamas  consisting  of  a  solicitor  and 
one  of  his  partners  or  employees  or  of  two  of  such  persons  other  than  the  solicitor  himself.  In  no 
case,  however,  did  the  same  two  persons  hold  the  shares  in  more  than  one  of  the  companies.  In 
each  case  the  Class  A  shareholders  had  elected  themselves  to  be  the  directors  of  the  company.  In 
each  case,  as  well,  498  Class  B  shares  had  been  issued,  at  10  cents  per  share,  to  Saje 
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separate  existence  for  1991  and  1992.  I  find  the  share  reduction,  although  accomplishing  tax 
savings,  was  incidental  to  the  reasons  why  Lopa  kept  a  separate  existence  from  Hughes  Homes. 

I  am  satisfied  on  the  basis  of  the  testimony  of  Mr.  and  Mrs.  Hughes  and  on  the  evidence 
before  me,  that  the  explanations  for  Lopa's  existence  for  the  taxation  years  in  question  are 
sufficient  to  conclude  that  these  reasons  were  the  main  reasons  for  its  separate  existence,  and  that 
tax  reduction  was  not  one  of  the  main  reasons. 

The  appeals  are  allowed  with  costs  to  the  Appellants. 


Appeals  allowed. 


4.  Active  Business  Income  or  Loss 
(1)  Introduction 

INTERPRETATION  BULLETIN  IT-  73R5,  “The  Small  Business  Deduction”  (February  5, 
1997). 


4.  “Income  of  the  corporation  for  the  year  from  an  active  business,”  as  defined  in 
subsection  125(7),  means  the  corporation’s  income  for  the  year  from  an  active  business  carried 
on  by  it,  including  any  income  for  the  year  pertaining  to  or  incident  to  that  business,  as  well  as 
amounts  received  from  a  “NISA  Fund  No.  2,”  that  are  included  under  subsection  12(10.2)  in 
computing  the  corporation’s  income  for  the  year.  “NISA  Fund  No.  2,”  as  defined  in  subsection 
248(1),  means  the  part  of  a  taxpayer’s  net  income  stabilization  account  described  in  paragraph 
8(2)(b)  of  the  Farm  Income  Protection  Act.  However,  it  does  not  include  any  income  from  a 
source  in  Canada  that  is  property,  as  set  out  in  .  .  .  subsection  129(4). 


(2)  Active  Business  Carried  on  by  Corporation 

(a)  Introduction 

INTERPRETATION  BULLETIN  IT-73R5,  “The  Small  Business  Deduction”  (February  5, 
1997). 


3.  The  term  “active  business  carried  on  by  a  corporation”  is  defined  in  subsection  125(7) 
as  any  business  carried  on  by  a  corporation  other  than  a  “specified  investment  business”  (see  1 1 
below)  and  a  “personal  services  business”  (see  1 8  below)  and  includes  an  adventure  or  concern 
in  the  nature  of  trade  (see  the  current  version  of  IT-459,  Adventure  or  Concern  in  the  Nature  of 
Trade). 
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♦  *  * 


8.  If  a  corporation  is  incorporated  to  earn  income  by  doing  business,  there  is  a  general 
presumption  that  profits  arising  from  its  activities  are  derived  from  a  business  (or  from  separate 
businesses  as  discussed  in  the  current  version  of  IT-206,  Separate  Businesses).  Thus,  from  the 
time  that  the  activities  contemplated  commence  (see  the  current  version  of  IT-364, 
Commencement  of  Business  Operations)  until  they  permanently  cease,  most  corporations  carry 
on  or  will  have  carried  on  one  or  more  businesses.  However,  in  some  circumstances,  a 
corporation’s  entire  profits  can  be  characterized  as  income  from  property,  as  might  be  the  case 
where  the  corporation  is  formed  for  the  sole  purpose  of  holding  shares  of  a  second  corporation  or 
holding  a  property  to  be  rented  with  limited  landlord  responsibilities.  It  is,  of  course,  quite 
possible  that  a  corporation  will  earn  income  from  property  as  well  as  income  from  a  business 
carried  on,  if  such  property  income  is  not  income  from  another  separate  business. 

Cessation  of  a  Business 

9.  Income  related  to  a  business  that  arises  after  cessation  of  that  business  cannot  qualify 
as  income  from  a  business  except  when  it  arises  from: 

(a)  bad  debt  recoveries; 

(b)  the  recapture  of  various  reserves; 

(c)  the  sale  of  the  inventory  of  the  business; 

(d)  the  disposition  of  eligible  capital  property  of  the  business  and  the  income  is  the 

amount  of  the  excess  described  in  subsection  14(1); 

(e)  the  recapture  of  capital  cost  allowance;  or 

(f)  a  similar  item  to  those  described  in  any  of  (a)  to  (e)  above. 

Income  that  does  qualify  as  income  from  a  business  because  it  arises  from  a  source  described  in 
(a)  to  (f)  above  will  be  considered  to  be  income  from  the  same  category  of  business  as  that  to 
which  the  source  originally  related.  However,  with  respect  to  (e)  above,  this  does  not  apply  to 
situations  in  which  the  depreciable  property  is  subsequently  treated  as  a  rental  property  and 
capital  cost  allowance  is  claimed  against  the  rental  income  since  the  rental  property  would  give 
rise  to  income  from  property  that  is  not  income  from  an  active  business.  If  the  property  was  only 
rented  or  leased  for  a  short  time  during  which  it  was  listed  for  sale  and  no  capital  cost  allowance 
was  claimed  against  the  rental  or  lease  income,  the  income  would  still  be  considered  to  be 
income  from  the  same  category  of  business  before  the  rental  or  lease.  It  is  a  question  of  fact 
whether  or  not  a  corporation  has  ceased  to  carry  on  a  business. 

A  temporary  period  of  inactivity  does  not  necessarily  mean  that  a  corporation  has  ceased 
(and  subsequently  recommenced)  to  carry  on  a  business.  For  example,  the  nature  of  a  real  estate 
development  business  is  such  that  no  real  estate  may  be  held  at  certain  times  or  real  estate  that  is 
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held  may  not  be  actively  developed  for  a  significant  period  of  time.  Unless  it  is  evident  that  the 
corporation  does  not  intend  to  recommence  its  development  activities,  it  is  considered  to  be 
carrying  on  business  throughout  the  dormant  period.  In  any  event,  a  corporation  ceases  to  carry 
on  a  business  before  (but  not  necessarily  immediately  before)  the  time  when  it: 

•  commences  to  distribute  its  assets  to  its  shareholders  in  the  course  of  winding  up  the 
corporation;  or 

•  sells  or  otherwise  disposes  of  the  business. 

CANADA  TRUSTCO  MORTGAGE  CO.  v.  MINISTER  OF  NATIONAL  REVENUE, 

[1991]  2  C.T.C.  2728,  91  D.T.C.  1312  (T.C.C.). 

Christie,  A.  C.J.  T.  C. : 

.  .  .  The  origin  of  the  notion  of  active  business  in  Canadian  income  tax  legislation  is  the 
definition  of  “personal  corporation”  in  paragraph  2(l)(i)  of  the  Income  War  Tax  Act,  R.S.C. 
1927,  c.  97,  as  amended  by  Statutes  of  Canada  1940-41,  2nd  session,  c.  34,  s.  6.  The  definition 
which  is  of  some  length  includes  this  proviso  at  the  end: 

Provided  that  this  paragraph  shall  not  extend  to  a  corporation  or  joint  stock  company  which  otherwise 
qualifies  under  this  paragraph,  but  which  in  the  opinion  of  the  Minister  carries  on  an  active  financial, 
commercial  or  industrial  business,  and  the  decision  of  the  Minister  on  this  question  shall  be  final  and 
conclusive. 

It  can  probably  be  inferred  that  the  draftsman,  correctly  as  it  turned  out,  anticipated  considerable 
dispute  about  what  would  constitute  carrying  on  an  active  financial,  commercial  or  industrial 
business,  so  a  summary  disposition  of  the  issue  when  it  arose  by  the  Minister  of  National 
Revenue  was  provided. 

Subsection  21(1)  of  the  Income  War  Tax  Act,  R.S.C.  1927,  c.  97,  as  amended  by  Statutes  of 
Canada  1932-33,  c.  14,  s.  3,  provided: 

21.  (1)  The  income  of  a  personal  corporation,  whether  the  same  is  actually  distributed  or  not,  shall  be 
deemed  to  be  distributed  on  the  last  day  of  each  year  as  a  dividend  to  the  shareholders,  and  the  said 
shareholders  shall  be  taxable  each  year  as  if  the  same  had  been  distributed  in  the  proportions  hereinafter 
mentioned. 

Subsection  21(1)  was  replaced  by  subsection  61(8)  of  the  Income  Tax  Act,  Statutes  of 
Canada  1948,  c.  52.  It  read  in  part  as  follows: 

61.  (8)  In  this  Act,  a  “personal  corporation”  means  a  corporation  that,  during  the  whole  of  the  taxation  year 
in  respect  of  which  the  expression  is  being  applied. 


(c)  did  not  carry  on  an  active  financial,  commercial  or  industrial  business. 


©  David  G.  Duff 


346 


Subsection  21(1)  was  replaced  by  subsection  61(1)  of  the  1948  statute.  It  reads: 

61.  (1)  The  income  of  a  personal  corporation  whether  actually  distributed  or  not  shall  be  deemed  to  have 
been  distributed  to,  and  received  by,  the  shareholders  as  a  dividend  on  the  last  day  of  each  taxation  year  of 
the  corporation. 

They  appear  as  subsections  68(1)  and  67(1)  of  the  Income  Tax  Act,  R.S.C.  1952,  c.  148.  They 
went  by  the  board  with  the  enactment  of  Statutes  of  Canada  1970-71-72,  c.  63  which  came  into 
force  on  January  1,  1972.  By  the  time  the  definition  of  personal  corporation  no  longer  featured  in 
income  tax  legislation  there  existed  a  number  of  reported  cases  in  which  the  words  “active 
financial,  commercial  or  industrial  business”  were  considered. 

The  1972  legislation  did  not,  however,  terminate  the  role  and  the  significance  of  active 
business.  The  phrase  appeared  in  a  number  of  contexts  in  the  1972  legislation.  I  refer  to  these 
two  instances,  there  being  a  number  of  reported  cases  regarding  them. 

Subsection  125(1)  provided  for  a  small  business  deduction  in  favour  of  a  Canadian- 
controlled  private  corporation  in  respect  of  an  active  business  carried  on  by  it  in  Canada  and 
subsection  129(1)  provided  for  a  dividend  refund  to  a  corporation,  being  the  lesser  of  V3  of  all 
taxable  dividends  paid  by  it  in  the  year  on  shares  of  its  capital  stock  and  its  “refundable  dividend 
tax  on  hand”  at  the  end  of  the  year.  In  the  definition  of  refundable  dividend  tax  on  hand  what  is 
described  as  “Canadian  investment  income”  and  “foreign  investment  income”  are  important 
components  which  are  themselves  defined.  In  those  definitions  “business  other  than  an  active 
business”  featured. 

Prima  facie  the  words  “active  business”  conjure  up  the  notion  of  a  business  antonymous 
in  nature  to  inactive  business”,  “inert  business”  or  “passive  business”,  and  this  is  reflected  in 
some  of  the  decisions.  In  Manson  v.  M.N.R.  (1952),  7  Tax  A.B.C.  298;  52  D.T.C.  433  (T.A.B.) 
R.S.W.  Fordham,  Q.C.  said  at  page  435:  “It  may  be  a  business,  but  if  it  is  such,  I  can  only  regard 
it  as  a  passive  and  not  an  active  business”.  And  some  19  years  later  in  Rose  v.  M.N.R. ,  [1971] 
C.T.C.  810;  71  D.T.C.  5481  (F.C.T.D.)  Mr.  Justice  Collier  spoke  of  a  “small  commercial 
business  sufficient  for  it  to  be  characterized  as  active  rather  than  inactive  or  passive”.  In  Portigal 
V.  M.N.R.,  [1967]  Tax  A.B.C.  1 1 17;  68  D.T.C.  47  (T.A.B.),  J.O.  Weldon,  Q.C.,  advanced  a  more 
extreme  view.  He  said  at  page  1120  (D.T.C.  50):  “One  of  the  main  attributes  of  a  personal 
corporation  is  that,  in  the  taxation  year  being  scrutinized,  it  did  not  carry  on  an  active  financial, 
commercial  or  industrial  business,  which  simply  means  that,  for  all  practical  purposes,  it  did  not 
carry  on  any  business.”  This  approach  was  carried  forward  by  Mr.  Justice  Gibson  in  The  Queen 
V.  Cadboro  Bay  Holdings  Ltd.,  [1977]  C.T.C.  186;  77  D.T.C.  5115  (F.C.T.D.).  He  said  at  page 
198  (D.T.C.  5122):  “What  is  income  from  “a  business  other  than  an  active  business”  must  mean 
income  from  a  business  that  is  in  an  “absolute  state  of  suspension”.  “And  at  page  199  (D.T.C. 
5123):  “Any  quantum  of  business  activity  that  gives  rise  to  income  in  a  taxation  year  for  a 
private  corporation  in  Canada  is  sufficient  to  make  mandatory  the  characterization  of  such 
income  as  income  from  an  ‘active  business  carried  on  in  Canada’.”  But  as  will  be  seen  further  on 
in  these  reasons,  this  was  rejected  by  Mr.  Justice  Urie  in  King  George  Hotels  Ltd.  v.  The  Queen, 
[1981]  C.T.C.  87;  81  D.T.C.  5082  (F.C.A.). 


©  David  G.  Duff 


347 


Active  business  has  been  defined  in  the  Act  ....  By  subsection  38(6)  of  Statutes  of 
Canada  1979,  c.  5,  paragraph  125(6)(d)  was  added.  It  read: 

(d)  “active  business”  carried  on  by  a  corporation  in  a  taxation  year  means  the  business  of  manufacturing  or 
processing  property  for  sale  or  lease,  mining,  operating  an  oil  or  gas  well,  prospecting,  exploring  or  drilling 
for  natural  resources,  construction,  logging,  farming,  fishing,  selling  property  as  a  principal,  transportation 
or  any  other  business  carried  on  by  the  corporation  other  than  a  specified  investment  business  or  a  non¬ 
qualifying  business; 

Both  specified  investment  business  and  non-qualifying  business  were  also  defined.  This  was 
applicable  to  taxation  years  commencing  after  1979  in  respect  of  corporations  in  existence  on 
October  23,  1979,  and  taxation  years  commencing  after  October  23,  1979  in  any  other  case.  By 
subsection  66(1)  of  the  same  statute,  this  was  added  to  subsection  248(1)  of  the  Act  applicable  to 
taxation  years  commencing  after  1978: 

(a)  “active  business”,  in  relation  to  any  business  carried  on  by  a  corporation  resident  in  Canada,  has  the 
meaning  assigned  by  paragraph  125(6)(d); 

Paragraph  125(6)(d)  was  amended  by  Statutes  of  Canada  1980-81-82-83,  c.  140,  ss. 
86(7)  by  adding  “or  a  personal  services  business”  at  the  end  of  the  paragraph.  Further 
amendments  followed  and  currently  paragraph  125(7)(a)  provides: 

125.  (7)  In  this  section, 

(a)  “active  business  carried  on  by  a  corporation”  means  any  business  carried  on  by  the  corporation  other 
than  a  specified  investment  business  or  a  personal  services  business  and  includes  an  adventure  or  concern 
in  the  nature  of  trade; 

The  definition  in  subsection  248(1)  reads: 

“active  business”,  in  relation  to  any  business  carried  on  by  a  taxpayer  resident  in  Canada,  means  any 
business  carried  on  by  the  taxpayer  other  than  a  specified  investment  business  or  a  personal  services 
business; 

I  regard  M.R.T.  Investments  Ltd.,  E.S.G.  Holdings  Ltd.  and  Rockmore  Investments  Ltd.  v. 
The  Queen,  [1975]  C.T.C.  354;  75  D.T.C.  5224  (F.C.T.D.);  on  appeal  The  Queen  v.  Rockmore 
Investments  Ltd.,  [1976]  C.T.C.  291;  76  D.T.C.  6156  (F.C.A);  The  Queen  v.  M.R.T.  Investments 
Ltd.,  [1976]  C.T.C.  254;  76  D.T.C.  6158  (F.C.A.);  E.S.G.  Holdings  Ltd.  v.  The  Queen,  [1976] 
C.T.C.  295;  76  D.T.C.  6158  (F.C.A.)  as  the  leading  authorities  regarding  the  concept  of  active 
business  ....  By  way  of  factual  background  to  the  M.R.T.  Investments  Ltd.  litigation  Mr.  Justice 
Walsh  said  at  page  357  (D.T.C.  5226-27): 

M.R.T.  was  incorporated  under  The  Corporations  Act  of  Ontario  on  January  7,  1965  with  wide  powers  to 
carry  on  business  as  a  financial  agent,  to  make  loans  on  the  security  of  mortgages  or  otherwise,  and  to 
purchase,  lease  and  develop  land  with  the  provision  that  it  could  not  undertake  any  business  within  the 
meaning  of  The  Loan  and  Trust  Corporations  Act,  R.S.O.  1970,  c.  254.  Rockmore  was  incorporated  under 
the  provisions  of  the  Quebec  Companies  Act  on  January  5,  1965  to  act  as  an  investment  company  and,  inter 
alia,  to  deal  in  mortgages  and  real  estate.  E.S.G.  was  incorporated  in  Ontario  under  the  provisions  of  The 
Business  Corporations  Act,  1970,  on  August  19,  1971,  its  principal  objects  being  given  as  “to  lend  and 
invest  money  on  mortgage  of  real  estate  or  otherwise”.  It  also  was  subject  to  the  provision  that  it  could  not 
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lawfully  transact  business  within  the  meaning  of  The  Loan  and  Trust  Corporations  Act.  None  of  them  dealt 
in  what  might  be  called  conventional  mortgages  at  conventional  rates  of  interest.  As  a  matter  of  policy 
E.S.G.  only  lent  on  the  security  of  first  mortgages,  charging  an  interest  rate  2-3  per  cent  above  the 
conventional  rates.  M.R.T.  did  not  restrict  itself  to  first  mortgages  and  in  1972  had  loans  outstanding  at 
interest  rates  varying  from  7-16  per  cent.  The  lower  rates  represent  interest  rates  on  mortgages  which  it 
had  bought  from  the  original  lenders  at  a  discount  so  that  the  actual  yield  would  be  substantially  higher 
than  this.  Its  normal  rates  are  2-5  per  cent  higher  than  conventional  rates.  Rockmore  operates  on  the  same 
basis  but  only  in  the  Province  of  Quebec. 

All  of  the  three  companies  operated  on  a  comparatively  small  scale.  M.R.T.,  as  of  December  31,  1972,  the 
taxation  year  in  question,  held  14  mortgages,  the  total  amount  involved  being  $104,636.81.  Its  interest  and 
other  income  earned  for  that  year  totalled  $12,471.47  and  its  net  earnings  before  taxes  were  $4,815.30. 
Rockmore,  as  of  December  31,  1972,  held  only  3  mortgages  and  a  small  property  of  which  the  book  cost 
was  $2,465,  the  total  value  of  its  mortgages  and  other  receivables  being  $11,084.03.  It  had  interest  and 
other  income  earned  totalling  $4,609.30  and  it  was  explained  that  $2,669  of  this  represented  interest,  $350 
represented  rent  on  the  small  property  which  had  been  bought  in  1972  and  was  sold  in  1973  after  certain 
title  difficulties  had  been  overcome,  the  balance  being  for  fees  earned  as  a  result  of  services  rendered  to 
two  individuals  for  whom  the  company  had  put  through  what  the  witness  Godel  explained  as  “mortgage 
package”.  Net  income  before  taxes  was  shown  as  $3,479.30.  E.S.G.  had  10  mortgages  outstanding  at  the 
same  date  of  a  total  value  of  $106,577.98.  Its  interest  earnings  in  the  year  were  $12,204.31  and  earnings 
before  taxes  $6,952.05.  The  mortgages  outstanding  and  net  income  of  each  company  have  continued  to 
increase  since  1972,  M.R.T.  having  18  mortgages  in  effect  of  a  value  of  $13,985.57  as  of  the  same  date, 
and  E.S.G.  having  10  mortgages  outstanding  of  a  value  of  $142,540.45,  and  a  net  income  of  $9,743.06  as 
of  the  same  date.  Rockmore  has  increased  its  mortgages  outstanding  since  the  end  of  1 974,  the  figure  as  of 
March  31,  1975  being  $98,628.16  in  addition  to  which  it  had  commitments  outstanding  as  of  April  30, 
1975  for  interim  financing  mortgages  amounting  to  $162,450  to  be  disbursed  in  stages  over  the  next  few 
months.  All  three  companies  have  continually  increased  the  value  of  their  mortgages  outstanding  and  then- 
gross  incomes  since  the  dates  of  their  respective  incorporations  although  Rockmore ’s  gross  income 
dropped  somewhat  in  the  years  1969  and  1970.  While  it  is  only  the  1972  taxation  year  of  each  company 
which  is  under  consideration  in  the  present  actions,  the  extent  of  their  activity  in  the  preceding  and 
subsequent  years  is  relevant  in  establishing  a  course  of  conduct  which  has  some  bearing  on  their  activities 
in  1972  and  hence  this  evidence  was  admitted. 

The  witnesses  at  trial  for  the  plaintiffs  were  Mr.  Elliot  Godel  and  Mr.  George  Reinhart. 
Both  were  shareholders  and  officers  of  M.R.T.  and  Rockmore.  They  were  not  shareholders, 
directors  or  officers  of  E.S.G.,  but  it  was  managed  by  Monarch  Management  and  Investment 
Corporation  (“Monarch”)  the  principal  shareholder  of  which  was  Mr.  Godel.  Godel,  Reinhart 
and  Monarch  managed  M.R.T.,  Rockmore  and  E.S.G.  plus  a  number  of  other  companies.  All 
were  “operating  out  of  the  same  office  premises  and  using  more  or  less  the  same  office  staff  and 
equipment.”  The  staff  employed  by  the  group  consisted  of  about  six  individuals.  Godel,  Reinhart 
and  the  office  staff  were  not  paid  by  M.R.T.,  Rockmore  or  E.S.G.  but  by  Monarch  and  two  other 
corporations  in  the  group.  Godel  might  have  spent  10  per  cent  of  his  time  on  the  business  of 
M.R.T.  and  Rockmore  combined.  Reinhart  was  more  involved,  but  this  was  only  an  estimate  by 
Godel  and  not  reduced  to  anything  specific.  No  record  was  kept  about  the  time  spent  by  the 
office  staff  on  the  work  of  each  company.  Unlike  M.R.T.  and  Rockmore,  E.S.G.  was  in  1972 
charged  management  fees  of  $300,  rent  and  telephone  of  $150  and  bookkeeping  of  $100.  These 
funds  were  paid  to  Monarch. 

Most  of  the  loans  made  by  the  three  corporations  were  made  through  independent  agents 
who  obtained  their  commissions  from  the  borrowers.  Reinhart,  after  consulting  Godel,  would 
decide  whether  an  Ontario  loan  should  be  placed  with  M.R.T.  or  E.S.G.  It  was  admitted  that  this 
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could  give  rise  to  a  conflict  of  interest,  but  no  complaints  in  this  regard  were  received  from 
M.R.T.  The  reasons  for  judgment  then  describe  procedures  in  relation  to  making  loans  and  in  the 
absence  of  complications  collection  of  payments  on  loans  involved  routine  work. 

Walsh,  J.  said  at  page  370  (D.T.C.  5235): 

A  series  of  cases  has  established  conclusively  that  there  is  a  distinction  between  business  activities  carried 
on  by  an  individual  and  a  corporation  formed  for  that  purpose,  and  that  if  a  corporation  carries  on  the 
business  for  which  it  is  formed  it  creates  a  presumption  that  the  profit  from  these  activities  is  a  profit 
derived  from  the  business. 

His  Lordship  found  that  the  businesses  carried  on  by  M.R.T.  and  Rockmore  were  active 
businesses.  With  respect  to  E.S.G.  he  said  at  page  376  (D.T.C.  5239): 

I  find  that  E.S.G.  is  in  a  different  position  from  Rockmore  and  M.R.T.  Its  business  activity  was  not  carried 
on  by  its  officers  or  directors  or  by  any  of  its  shareholders  but  was  merely  turned  over  to  Mr.  Godel’s 
Monarch  Management  Company,  which  operated  it.  No  further  intervention  or  supervision  was  done  on  its 
behalf  nor  were  any  directions  given  in  connection  with  its  day-to-day  operations.  The  receipt  of  semi¬ 
annual  reports  from  the  agent  is  not  in  itself  a  business  activity.  I  cannot,  therefore,  conclude  that  this 
manner  of  operation  constitutes  the  carrying  on  of  an  “active  business”  by  the  company  itself  Therefore,  in 
the  case  of  E.S.G.,  the  appeal  must  fail. 

The  Crown’s  appeal  in  The  Queen  v.  Rockmore  Investments  Ltd.  was  dismissed.  Chief 
Justice  Jackett,  speaking  for  the  Court,  said  at  page  293  (D.T.C.  6157): 

In  considering  whether  there  is  an  “active  business”  for  the  purposes  of  Part  I,  the  first  step  is  to  decide 
whether  there  is  a  “business”  within  the  meaning  of  that  word.  Section  248  provides  that  that  word,  when 
used  in  the  Income  Tax  Act,  includes  “a  profession,  calling,  trade,  manufacture  or  undertaking  of  any  kind 
whatever”  and  includes  “an  adventure  or  concern  in  the  nature  of  trade”  but  does  not  include  “an  office  or 
employment”.  Furthermore,  the  contrast  in  paragraph  3(a)  of  the  Act  between  “business”  and  “property”  as 
sources  of  income  makes  it  clear,  I  think,  that  a  line  must  be  drawn,  for  the  purposes  of  the  Act,  between 
mere  investment  in  property  (including  mortgages)  for  the  acquisition  of  income  from  that  property  and  an 
activity  or  activities  that  constitute  “an  adventure  or  concern  in  the  nature  of  trade”  or  a  “trade”  in  the  sense 
of  those  expressions  in  section  248,  supra.  Apart  from  these  provisions,  I  know  of  no  special 
considerations  to  be  taken  into  account  from  a  legal  point  of  view  in  deciding  whether  an  activity  or 
situation  constitutes  the  carrying  on  of  a  business  for  the  purposes  of  Part  I  of  the  Income  Tax  Act.  Subject 
thereto,  as  I  understand  it,  each  problem  that  arises  as  to  whether  a  business  is  or  was  being  carried  on  must 
be  solved  as  a  question  of  fact  having  regard  to  the  circumstances  of  the  particular  case. 

In  this  case,  I  can  see  no  ground  for  interfering  with  the  finding  of  the  Trial  Division  that  the  respondent’s 
activities,  which  are  carefully  analyzed  by  the  learned  trial  judge,  constituted  the  carrying  on  of  a  money- 
lending  business.  Having  reached  that  conclusion,  the  second  question  to  be  answered  is  whether  the 
business  that  was  being  carried  on  was  an  “active”  business  within  the  intent  of  section  125.  Obviously,  the 
concept  of  “active”  business  is  not  used  to  exclude  a  business  that  is  in  an  absolute  state  of  suspension 
because  subparagraph  125(l)(a)(i)  is  dealing  with  “income  .  .  .  from  an  active  business”  and  it  must  be 
assumed  that  the  word  “active”  was  used  to  exclude  some  businesses  having  sufficient  activity  in  the  year 
to  give  rise  to  income.  More  than  that,  as  it  seems  to  me,  nothing  can  be  said  in  a  general  way,  at  this  stage, 
as  to  what  is  meant  by  the  word  “active”  in  subparagraph  125(l)(a)(i).  Each  case  must  be  dealt  with  by  the 
fact  finder  according  to  the  circumstances  of  the  case.  It  may  be  that  experience  in  the  application  of  the 
provision  will  make  evident  other  conclusions  of  a  general  nature  that  can  be  deduced  from  the  statute  as  to 
how  the  concept  of  “active”  business  is  to  be  applied.  I  do  not,  myself,  feel  capable  of  deducing  any  such 
general  conclusion  at  the  present  time. 
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The  result  was  the  same  in  the  Crown’s  appeal  in  The  Queen  v.  M.R.T Investments  Ltd. 
Chief  Justice  Jackett  said  at  page  295  (D.T.C.  6158):  “There  is  no  material  difference  between 
this  appeal  and  the  appeal  heard  simultaneously  in  The  Queen  v.  Rockmore  Investments  Ltd." 

The  appeal  of  E.S.G.  Holdings  Ltd.  v.  The  Queen,  supra,  was  allowed.  The  Chief  Justice, 
again  speaking  for  the  Court,  after  quoting  the  last  passage  cited  above  from  the  reasons  for 
judgment  delivered  by  Walsh,  J.  said  at  page  296  (D.T.C.  6159): 

With  respect,  I  do  not  agree  that  there  is  any  material  difference  in  principle,  in  so  far  as  the  carrying  on  of 
an  active  business  by  a  corporation  is  concerned,  between  carrying  it  on  through  the  agency  of  officers  or 
servants  of  the  corporation  and  carrying  it  on  through  the  agency  of  an  independent  contractor.  The 
question  is  whether  the  taxpayer’s  “income”  is  “from  an  active  business”  and,  in  my  view,  the  answer  must 
be  the  same  in  both  cases. 

InKing  George  Hotels  Ltd.  v.  The  Queen,  [1981]  C.T.C.  87;  81  D.T.C.  5082  (F.C.A.)  the 
issue  was  whether,  as  contended  by  the  appellant,  the  income  derived  by  it  from  its  property 
management  business  was  income  from  “a  business  other  than  an  active  business”  within  the 
meaning  of  paragraph  129(4)(a)  of  the  Act.  The  appeal  was  dismissed.  Urie,  J.  speaking  for  the 
Court  said  at  pages  90-91  (D.T.C.  5084): 

Before  disposing  of  the  appeal  I  think  that  it  should  be  stressed  that  whether  a  business  is  an  active  or 
inactive  one  is,  as  earlier  pointed  out  in  the  authority  of  the  Rockmore  case,  supra,  one  of  fact  dependent 
on  the  circumstances  of  each  case.  That  being  so,  it  is  neither  possible  nor  desirable  to  lay  down  any  mle  or 
principle  applicable  in  every  case.  It  caimot  be  said,  therefore,  in  my  view,  that  income  from  “other  than  an 
active  business”  necessarily  means  that  derived  from  a  business  that  “is  in  an  absolute  state  of  suspension” 
or  one  “devoid  of  any  quantum  of  business  activity”  as  has  been  said  in  earlier  decisions  in  the  Trial 
Division.  In  any  given  case,  the  business  may  be  of  that  kind  but  whether  or  not  it  is,  is  not  necessarily 
determinative  of  the  issue,  the  resolution  of  which  depends  on  the  fact  finder’s  view  of  the  true  nature  of 
the  business  based  on  the  facts  in  the  particular  case.  The  quantum  of  activity  may  well  vary  from  case  to 
case  but  still  it  is  necessary  for  the  Court  to  weigh  all  of  the  evidence  to  characterize  the  quality  of  the 
particular  business. 


*  *  * 


(b)  Business  Carried  on  by  Corporation 

CANADIAN  MARCONI  CO.  v.  THE  QUEEN, 
[1986]  2  C.T.C.  465,  86  D.T.C.  6526  (S.C.C.). 


Wilson,  J, : 

The  issue  in  this  appeal  is  whether  or  not  the  income  earned  by  the  appellant  during  the 
1973  to  1976  taxation  years  from  short-term  securities  is  “income  of  the  corporation  for  the  year 
from  an  active  business”  for  the  purpose  of  computing  the  appellant’s  “Canadian  manufacturing 
and  processing  profits”  under  subsection  125.1(1)  of  i\\Q  Income  Tax  Act,  R.S.C.  1952,  c.  148  (as 
amended  in  the  relevant  years  by  s.  1  of  S.C.  1970-71-72,  c.  63,  s.  1  of  S.C.  1973-74,  c.  29,  s. 
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Chapter  7 

Manufacturing  and  Processing  Profits  Deduction 


1.  Introduction 

INTERPRETATION  BULLETIN  IT-145R,  “Canadian  Manufacturing  and  Processing 
Profits  -  Reduced  Rate  of  Corporate  Tax”  (August  2000). 

Summary 

Section  125.1  of  the  Income  Tax  Act  provides  for  the  taxation  of  corporations  at  a 
reduced  rate  on  their  “Canadian  manufacturing  and  processing  profits”  for  1973  and  subsequent 
taxation  years.  Many  comments  in  this  bulletin  concerning  the  reduced  rate  of  corporate  tax  will 
also  apply  to  accelerated  write-off  of  manufacturing  machinery  and  equipment  under  class  29  of 
Schedule  II  of  the  Regulations.  Thus  this  bulletin  should  be  read  in  conjunction  with  IT-147R 
entitled  “Capital  Cost  Allowances  —  Accelerated  Write-Off  of  Manufacturing  and  Processing 
Machinery  and  Equipment”. 


2.  Eligibility 

(1)  Manufacturing  and  Processing 

INTERPRETATION  BULLETIN  IT-145R,  “Canadian  Manufacturing  and  Processing 
Profits  -  Reduced  Rate  of  Corporate  Tax”  (August  2000). 

♦  *  ♦ 


Meaning  of  ^Manufacturing  or  Processing” 

3.  The  term  “manufacturing  or  processing”  is  not  defined  in  section  125.1  except  for  the 
stipulation  that  it  does  not  include  farming,  fishing,  logging,  construction,  certain  resource 
activities  set  out  in  [paragraphs  (a)  to  (k)  of  the  definition  of  “manufacturing  and  processing”  in 
subsection  125.1(3)]  and  activities  where  the  10  per  cent  de  minimis  rule  in  [paragraphs  (1)  of  the 
definition  of  “manufacturing  and  processing”  in  subsection  125.1(3)]  is  not  met.  Consequently, 
the  ordinary  and  everyday  meaning  of  the  terms  “manufacture”  and  “process”  must  be  looked  to 
for  a  definition.  The  terms  “manufacture”  and  “process”  do  not  lend  themselves  to  any  simple, 
all-inclusive  definition  or  explanation.  It  may  be  said,  however,  that  the  manufacture  of  goods 
normally  involves  the  creation  of  something  (e.g.,  making  or  assembling  machines,  clothing. 


©  David  G.  Duff 


416 


